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THE RESIDUAL CLAIMANT THEORY OF DISTRI- 
BUTION. 

A survey of the development of economic thought during 
its scientific period reveals the early emergence and curious 
persistence, in successive guise, of a theory of distribution con- 
veniently denominated in the phrase of one of its most dis- 
tinguished expositors " the residual claimant " theory.* That 
theory, briefly stated, is that in the distribution of the product 
of industry among the several factors claimant the share of 
each factor save one is determined by an independent or co- 
ordinate law of apportionment, and that the factor so excepted 
enjoys the peculiar advantage of receiving as its share the 
remnant of the product, — that is, the residual part not specifi- 
cally allotted to the other claimants. 

Rent, interest, wages, and — in later analyses — entrepre- 
neur's profit have been treated by political economists as 
the essential factors in distribution. Four distinct phases 
of the residual claimant theory might thus be anticipated, 
accordingly as the landlord, the capitalist, the laborer, or the 
entrepreneur is, respectively, regarded as the residuary lega- 
tee. This result has been precisely realized in the modern 
history of economic thought. Theories of rent, interest, 
wages, and entrepreneur's profit — successively and in the 
order given — have been formulated upon the principle of a 
residual. The physiocratic theory of distribution was essen- 
tially a theory of rent residual. In the classical political 
economy it was the capitalist employer to whom accrued all 
the product not specifically allotted to the other claimants. 
Francis A. Walker, reacting from the gloomy determinism 
of the wage-fund theory, assigned the strategically favorable 
position of residuary legatee to the laborer. Finally, in the 
brilliant studies of Professor John B. Clark it is the entre- 
preneur, as distinct from the capital owner or the directive 
manager, whose gains or losses in dynamic industry are 
measured by a simple subtraction. 

* Francis A. Walker, Political Economy (New York, 1883), p. 265. 
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In the following pages it is proposed to describe these sev- 
eral theories in their historical succession, and to suggest the 
essential inadequacy of any theory of residue in economic 
distribution. 



We turn to "the first scientific school of political economy" 
in the natural expectation of finding a formal theory of eco- 
nomic distribution. Yet the physiocratic doctrine was here 
more explicitly conceived than stated. The prime concern 
of Quesnay and his followers was : first, to demonstrate that, 
under the existing economic regime, France "was rapidly 
impoverishing itself, living above its means, and consuming 
not only its revenue, but its capital " ; * and, second, to point 
out how national prosperity might be attained by a wiser 
expenditure of the national surplus, or produit net. That 
such a surplus did result from econom c production, and 
that it remained in the possession of the land-owner upon 
the completion of the productive process, were facts so 
obviously confirmed by contemporary economic conditions 
that Quesnay — as much social reformer as abstract econo- 
mist — devoted less attention to explaining how such a sur- 
plus resulted than to indicating how it could be wisely 
expended. The real contribution of Quesnay to the theory 
of distribution was thus not the hopeless intricacy of the 
Tableau Economique, but far more the underlying assump- 
tion of that work, — the concept that economic production 
leaves in the hands of the land-owner a residual or surplus. 

In Turgot's Reflexions sur la Formation et la Distribution 
des Hichesses, — a systematic exposition of what may in the 
main be regarded as the physiocratic doctrines, — the theo- 
retical basis of the produit net received fuller explanation ; 
and it is accordingly from its terse paragraphs that an 
explicit statement of the rent-residual theory may best be 
derived. 

Of the five different methods of employing capital described 
by Tuigot,f the perfected type of economic organization is pre- 

* Henry Higgs, The Physiocrats (London, 1897), pp. 37-38. 
t Reflections on the Formation and the Distribution of Riches, translated and 
edited by W. J. Ashley (New York and London, 1898), p. 81 (§ 83). 
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sented by " enterprises of agriculture," wherein the proprietor 
leases his land to a capitalist employer who advances the labor 
necessary to its cultivation, in addition to contributing his own 
" labor, risk, care, and skill." The resultant product is then 
divided among three factors, — the proprietor, the capitalist 
employer, and the laborers. 

The primary deduction is the share of the laborers, and this 
is fixed by an independent natural law, since " in every kind of 
work it cannot fail to happen, and as a matter of fact it does 
happen, that the wages of the workman are limited to what is 
necessary to procure him his subsistence." * 

A second share goes to the capitalist employer ; and this is 
also a determined amount, since compensation for employer's 
risks forms a definite sum, and interest is equivalent to the 
revenue which would accrue without effort, were the same 
capital invested in land.f 

These two deductions having been made to reward labor and 
capital, respectively, the residual reverts to land : " the surplus 
serves the Cultivator for paying the Proprietor for the permis- 
sion he has given him to make use of the field for setting his 
enterprise on foot. This is the price of the lease, the revenue 
of the Proprietor, the net produce.'''' % 

The theory of rent residual thus outlined is defective in a 
dual sense. In common with all residual formulae, it under- 
takes to present an empirical process as a theoretical principle. 
But, even in the form stated, it is vitiated by inherent fallacy. 
Bohm-Bawerk has made clear that a theory of interest based 
upon the " fructification " of land is an argument in a circle. § 
When the attempt is made to formulate a theory of distribu- 
tion in connection therewith, the defect becomes glaring. 
Rent is then described, as by Turgot, as the surplus of 

* Reflections on the Formation and the Distribution of Riches, translated and 
edited by W. J. Ashley (New York and London, 1898), p. 8 (§6). 

t "besides the return of their capitals, that is to say, of a!l their advances both 
original and annual, 1. a profit equal to the revenue they could acquire with 
their capitals without labour ; 2. the wages and the price of their labour, of their 
risks, and of their industry ; 3. that wherewith to replace annually the wear 
and tear of the property employed in their undertaking, the cattle that die, the 
tools that wear out, etc." Ibid., p. 55 (§ 62). 

Xlbid., p. 56 (§62). 

§ Capital and Interest (London and New York, 1890), p. 65. 
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product over wages and gross profit ; but interest is defined 
in terms of rent. The resultant equations are indeterminate. 

It is almost a commonplace to emphasize that the rent-re- 
sidual theory of the physiocrats was a reflex of the economic 
conditions of contemporary France. "We must recollect," 
noted Arthur Young in 1792, " that much the greater part of 
the lands of France are not let at a money-rent, but at one- 
half or one-third produce. . . . Such a tenantry, contributing 
so little beyond the labour of their hands, are much more at 
the landlord's mercy than would be the case of wealthier 
farmers." * In the case of the poorer metayers who, " possess- 
ing nothing, are merely content to live," land rent easily 
became a gross residual. Where capital to an extent beyond 
the barest equipment found its way to the land, minimum 
return was grudgingly allotted to prevent withdrawal of 
capital from the soil. 

II. 

Adam Smith's theory of distribution was, in the main 
a rent-residual theory. The Wealth of Nations presented 
acute observations as to an independent method of rent deter- 
mination, and the conspicuous extravagances of Quesnay and 
his school were omitted. But, all allowance made, Smith's 
general contention in this particular was, like the physiocrats', 
that wages and interest | are definite, independently deter- 
mined shares of the product, that rent is a residue, and that 
this order of distribution is a consequence of the dominance 
of the landlord in the economic process. 

The industrial revolution, on the threshold of which the 
Wealth of Nations was written, was completed in the gen- 
eration separating David Ricardo from Adam Smith. Capital 
displaced land as the dominant factor in economic organization, 
and the strategically favorable position in economic distribu- 

*Travels during the Years 1787,1788 and 1 789 ; undertaken more particu- 
larly with a, View of ascertaining the Cultivation, Wealth, Resources, and Na- 
tional Prosperity of the Kingdom of France (2d edition, London, 1794), vol. i. 
p. 353 et seq. 

t More accurately, " gross profit." The term " interest " is here employed to in- 
dicate the composite reward of the capitalist employer, in order to avoid possible 
confusion with the entrepreneur's gain or pure profit, hereafter considered. 
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tion before occupied by the land-owner was taken by the 
capitalist. This transition was reflected in economic writing 
by the passing of the rent-residual theory and by the emergence 
in the Ricardian economics of an interest-residual theory. 

Professor S. N. Patten has happily emphasized a cardinal 
difference between the economic systems of Adam Smith and 
David Ricardo by denominating the first a theory of prosperity 
and the second a theory of distribution.* The bank restric- 
tion and the corn laws were the central topics of economic 
debate in England during the first quarter of the nineteenth 
century. The concrete issue presented by the bullion con- 
troversy was whether the recipient of a fixed income should 
suffer increasing injury by the progressive depreciation of the 
currency. The kernel of the early corn-law struggle was 
whether legislative policy should be shaped in the interest of 
the landlord or the capitalist. 

Both questions were essentially problems of distribution ; and 
it was inevitable, with public attention centred on these topics, 
that economic writing should pass from consideration of how 
the wealth of the nation was produced and augmented to an 
analysis of how that wealth was distributed, and how such 
distribution was likely to be affected by pending legislation. 
The endeavor of English political economy in the generation 
from Ricardo to the younger Mill is expressed in the Preface 
to Ricardo's Principles of Political .Economy and Taxation. 

The produce of the earth — all that is derived from its surface by 
the united application of labour, machinery, and capital — is divided 
among three classes of the community; namely, the proprietor of the 
land, the owner of the stock or capital necessary for its cultivation, 
and the labourers by whose industry it is cultivated. ... To determine 
the laws which regulate this distribution, is the principal problem in 
Political Economy. 

The solution given by the Ricardian economists to this 
principal problem lacked nothing in definiteness. Capitalist 
employer, landlord, and laborers divided among themselves the 
total product of industry, the two latter claimants receiving 

*" The Interpretation of Ricardo," in Quarterly Journal of Economics, April. 
1893. 
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definitely determined portions, the first remaining in possession 
of the residue. In this process of apportionment the primary 
deduction was the share of the landlord, or rent.* This was 
easily ascertainable, being the difference between the product 
in question and that which would have resulted from the use 
of an equal amount of capital and labor under conditions iden- 
tical with those of the least productive portion. f 

Greater difficulty was presented by the second phase of the 
problem ; viz., after the deduction of rent as the share of the 
landlord, what determines the amount of wages, or the portion 
of the laborers? Ricardo, Malthus, West, Mill, McCulloch, 
and the lesser lights of the period, each in turn addressed him- 
self to this query, with results different in detail, but marked by 
a certain fundamental unity. 

That unity lay in the distinction, drawn by Adam Smith and 
persisting through John Stuart Mill, between the tendency of 
wages in a stationary society and the rate of wages in a pro- 
gressive or improving society. In a stationary society, where 
capital fails "to increase faster than mankind," wages tend to 
conform to the natural price of labor ; that is, are dependent 
upon " the price of the food, necessaries, and conveniences re- 
quired for the support of the labourer and his family." t But 
in an improving society, where " the increase of capital is 
gradual and constant," wages do not conform to their natural 
rate, but attain a market rate, dependent upon " the proportion 
of the supply to the demand." § And, since " in proportion to 

»" We shall begin with the explanation of Rent, or the share received by 
Landlords, as It is the most simple, and will facilitate the explanation of the laws 
upon which the shares of the Labourers and Capitalists depend." James Mill, 
Elements of Political Economy (London, 1821), p. 12. 

t In the general tendency of the classical political economy to reduce economic 
laws to compact rules of thumb, this differential mode of rent determination was 
ultimately given a misleading simplicity. Thus John Stuart Mill loosely defined 
the rent which " any land will yield " its " the excess of its produce, beyond what 
would be returned to the same capital if employed on the worst land in cultivation " 
(Principles of Political Economy, Book II. chap. xvi. § 3). But the earlier 
writers were more careful. James Mill, in particular, formulated " a general 
expression for Rent" (Elements, 1821, p. 17), which is free from the defects pointed 
out by recent writers upon the subject ; cf. a paper by the present writer, " The 
Concept of Marginal Rent," in Quarterly Journal of Economics, January, 1895. 

t David Ricardo, On the Principles of Political Economy and Taxation (Lon- 
don, 1817), p. 90, 98. 

§ Ibid., p. 92, 93. 
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the increase of capital will be the increase in the demand for 
labour; in proportion to the work to be done will be the de- 
mand for those who are to do it," it follows that " the rate of 
wages depends on the proportion between Population, and 
Employment, in other words, Capital." * 

Thus, in any event, wages are fixed by independent deter- 
mination. Under certain industrial conditions, summed up 
in the phrase " stationary society," wages conform to the 
laborer's standard of life. Modified by an accelerated or 
retarded increase of capital, relative to the supply of labor, 
wages rise or fall in proportion to that modification. 

With a clear differential constituting the share of the land- 
lord and a distinct determination of the reward of the labor- 
ers, the classical political economy made no attempt to attain 
any independent law of gross profit or interest, but had 
recourse to the easy device of a residual. James Mill intro- 
duced his discussion of profit with the explicit statement : t — 

When it is established that the whole of the annual produce is 
distributed as rent, wages of labour, and profits of stock; and 
when it is ascertained what regulates the portion which goes to 
rent, and what the portion which goes to wages, the question is also 
determined with regard to profits of stock ; for it is evident that all 
which remains is included under that denomination. 

The neglect of the classical political economy to formulate 
an independent theory of interest proceeded from its failure 
to realize a positive service of capital in production. It is 
true that land, labor, and capital were formally described as a 
productive triad, entitled to " divide among themselves, the 
whole of the annual produce of the country." $ But, in 
actual analysis, land and labor were never conceived either 
as factors in production or as claimants in distribution in any 
degree co-ordinate with capital. The conspicuous fact in the 
industrial England of the Ricardians was that the other produc- 
tive factors worked/or the capitalist, not with him. With capi- 

* David Ricardo, On the Principles of Political Economy and Taxation (Lon- 
don, 1817), p. 95; James Mill, Elements of Political Economy (London, 1821), p. 25. 

t Ibid., p. 54; cf. Francis A. Walker, Political Economy (New \ ork, 1883), p- 
267, for similar statements in the writings of the Ricardian economists, notably 
De Quincey's dictum that " Profits are the leavings of Wages." 

t James Mill, Elements of Political Economy (London, 1821), p. 11. 
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tal so visibly dominant in the industrial process there seemed no 
occasion to inquire what was its real service in production and 
what its real title to a share in distribution. 

The labored efforts of James Mill and McCulloch, and the 
more noteworthy attempts of Lauderdale and Senior to deter- 
mine the economic function of capital,* were incident to a con- 
sistent development of the classical theory of value rather 
than to any direct interest in the query itself. Not until at 
a somewhat later period, when socialistic writing had chal- 
lenged the right of capital to any share in distribution, did 
the orthodox political economy make any serious attempt to 
ascertain the service of capital in production. 

Out of these conditions an interest-residual theory naturally 
grew. It corresponded to the obvious facts of contemporary 
industrial organization, and it reflected the dominance of the 
capital-concept in economic analysis. The purpose of a theory 
of distribution was to show not how much of the product the 
capitalist employer received by determination, but how he 
retained that which he already held by possession. A residual 
theory satisfied this requirement fully, and the further useful- 
ness of an independent method of determination seemed only 
for demonstration and verification. 



III. 

The wage-fund theory held sway in English political econ- 
omy, with at best inarticulate and unavailing dissent, for the 
two generations following Ilicardo. The first formal indict- 
ment came from Longe in 1866, followed by Cliffe-Leslie's 
criticism in 1868, by Thornton's attack in 1869, and by Mill's 
ponderous recantation in the same year. Whatever new life 
was given by "patched and revamped versions" thereafter 
was finally extinguished by the powerful assault of Francis 
A. Walker, first, in a brilliant essay on "The Wage-fund 
Theory " in the North American Hevieio in January, 1875 ; 
■a year later, with convincing detail, in a treatise on The 
Wages Question. 

* if. Edwin Cannan, A History of the Theories of Production and Distribution 
f.n English Political Economy from 1776 to 1848 (London, 1893), cbap. iv. § 4. 



THE RESIDUAL CLAIMANT THEORY 269 

But neither in the essay nor in the book did Walker, any 
more than Longe, Cliffe-Leslie, or Thornton, substitute a 
new theory of distribution for the one whose mainstay he so 
completely destroyed. It is true that Walker's refutation of 
the wage-fund theory, far more than any of the critical studies 
which preceded it, contained positive elements of importance. 
Indeed, these early studies might reasonably be described 
as presenting " something like a proper philosophy of wages." * 
Yet by the widest stretch they could not be made to fill the 
gap in economic theory left by the abandonment of the wage- 
fund theory. This was the significance of Sidgwick's criticism 
in 1879 in reviewing recent contributions to the theory of 
wages : f — 

In short, it seems to me that while Professor Walker's argument 
gives a coup de grace to the old wages-fund theory, it supplies no 
substitute for it ; it leaves us with no theoretical determination 
whatever of the average proportions in which produce is divided 
between labor and capital. 

It is not unlikely that Sidgwick's criticism, which, Walker 
subsequently admitted, " at the time seemed a hard judg- 
ment," played a part in stimulating the brilliant American 
economist to the further development of his thought and the 
attainment of "a complete and consistent body of doctrine 
regarding the distribution of wealth." t 

The course of this further development was naturally 
enough in the direction of a theory of entrepreneur's gain, or 
net profit. A distinct service of The Wages Question had 
been the final differentiation, as an economic functionary, of 
the entrepreneur from the capitalist, and an analysis of the 
composite profit of the prevailing theory of distribution into 
two elements, each subject to independent determination — 
the one being interest due for the use of capital, and the other 

•Francis A. Walker, "The Source of Business Profits," in Quarterly Journal 
of Economics, April, 1887, p. 267. In this noteworthy essay, Walker has left 
record of what he deemed the significance of his earlier studies ; and few critics 
will quarrel with the cautious phrase of his summary; cf„ in particular, p. 286-2(17. 

t"The Wages-fund Theory" in Fortnightly Review, September, 1879, p. 411. 
Quoted by Walker in " The Source of Business Profits." 

t Cf. ''The Source of Business Profits," in Quarterly Journal of Economics, 
April, 1887, p. 268. 
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being entrepreneur's gain, or net profit due for the personal 
exertion of the employer. 

A logical development of earlier thought suggested to 
Walker the equivalence of demand and supply, and, upon 
more careful analysis, the principal of marginal productivity, 
as a law of interest.* It thus appeared that the intimate 
relation which had been conceived as existing between wages 
and gross profit, in reality existed between wages and net 
profit or entrepreneur's gain. Accordingly, a principle of ap- 
portionment determining the respective shares of the laborers 
and the entrepreneur became the essential problem of the new 
theory of distribution. 

The Ricardian economics had made the capitalist employer 
the residual claimant in industry and the beneficiary of all in- 
crease in productivity from whatever cause resulting. This 
strategic advantage appeared necessarily connected with the 
status of residuary legatee in the distributive process. Certain 
facts of American industrial life lent color to the view that in 
practice the laborer, and not the entrepreneur, received, or 
might receive if he asserted his claim thereto, whatever eco- 
nomic surplus or unearned increment resulted from industry. 
The theoretical basis of the peculiarly favorable position of 
the American workman seemed, therefore, to be an indepen- 
dent law of entrepreneur's profit and a residual theory of wages. 
Under these conditions it is not surprising that a differential 
theory of profit and a residual theory of wages, "the key-stone 
to the arch," were presented by Walker, first in his Political 
Economy in 1883, and repeatedly thereafter with a precision 
of language and an abundance of detail that leave nothing to 
be desired on the part of the expositor. 

The product of industry, according to Walker, is divided 
into four great shares and assigned to four classes of claimants 
in a certain order of allotment. First, rent is deducted, being 
determined in amount by the Ricardian formula. Next, in- 
terest is withdrawn, being fixed "by the productiveness of 
that last (considerable) part of the supply, which is applied to 
industry ' at the greatest disadvantage.' " f Entrepreneur's 

* Political Economy (New York, 1883), part iv. chap. iii. ; First Lessons in 
Political Economy (New York, 1893), chap. xxii. 

t First Lessons in Political Economy (New York, 1893), p. 243. 
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profit constitutes the third deduction, being determined by a 
differential rent-like formula and consisting, in the case of each 
employer, of "that which he has produced over and above 
what the employers of the lowest industrial grade have been 
able to produce with equal amounts of labor and capital."* 
Three shares being thus assigned and three claimants satis- 
fied, the remainder of the product reverts to the laborers as 
wages. As to the quality of this remainder, we are left in no 
manner of doubt.f 

This is the residual share of the product of industry, — residual in 
this sense, that it is enhanced by every cause which increases the prod- 
uct of industry without giving to any one of the other three parties 
to production a claim to an increased remuneration, under the opera- 
tion of the principles already stated ; residual in the sense that, even 
if any one or all of the other parties to production became so engaged 
in any given increase of the product as to become entitled to an en- 
hanced share in its distribution, their shares still remain subject to 
determination by positive reasons, while wages receive the benefit of 
all that is left over after all the other claimants are satisfied. 

Walker's theory of distribution, like List's theory of pro- 
tection and Carey's theory of rent, represents a reaction born 
of intimate acquaintance with American economic conditions 
from the traditional doctrines of the English classical political 
economy. No one familiar with the obvious facts of industrial 
relations in the United States could be expected to assent to 
the primary assumption of the wage-fund theory, that a pre- 
determined quota of the wealth of the country was set aside 
for the payment of wages, leaving the actual rate of wages 
dependent upon the number of persons applying for employ- 
ment, irrespective of their industrial quality. It required less 
than Francis A. Walker's splendid equipment to reject the 
direct corollaries of the wage-fund theory, that "no gain in 
the efficiency of the individual laborer, whether taking the 
direction of greater energy or of greater economy ; no me- 
chanical invention, no chemical discovery, however much the 
capability of production may be increased thereby, can profit 

* " The Source of Business Profits," in Quarterly Journal of Economics, April, 
1887, p. 282. 

t Ibid., p. 282. 
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the laborer anything, except as it first enhances the profits of 
the employing class, and thereby adds to the capital of the 
wage fund, to be thereafter expended in purchasing labor." * 

The formal status of the laborer in the United States was 
still as fixed by a contractual wage relation. But on every 
hand there were concrete facts lending color to the belief that 
wages were not paid out of capital, " the saved results of the 
industry of the past," but out of the " product of present in- 
dustry," and that " production furnishes the true measure of 
wages." f 

Had Walker stopped at this point, or, better, pushed his an- 
alysis further along the line of the last suggestion, "the rela- 
tion of the laborer's efficiency to his wages," | an important 
and enduring contribution to the theory of distribution would 
have been made. We should have then had an independent 
theory of wages in logical development of the. sugges- 
tions thrown out by Jevons, Hearn, and Shadwell, whose 
dissent from the accepted doctrines and whose positive ten- 
dencies were noted and appreciated by Walker.! We should 
have probably obtained a productivity theory of wages in 
strict harmony with the most reasonable phases of current 
economic thought. The efficiency of the laborer would have 
constituted the upper limit of his possible wages, and his ap- 
proximation thereto would have been determined by his com- 
petitive strength. 

This was the safe ground to which a reasonable and logical 
reaction from the wage-fund theory should have led. But, in- 
tent upon showing that the laborer could not be deprived, if 
he so willed, of the product of his own increased efficiency, 
Walker, in expanding "a philosophy of the labor question" 
into a rounded theory of distribution, undertook the unne- 
cessary task of proving that the whole surplus of industry was 
within the grasp of the wage-earner, and — alighted upon the 
shifting sand of a residual theory. § 

* Political Economy (New York, 1883), p. 267. t The Wages Question, p. 128. 

% " The Wage-fund Theory," in the North American Review, January, 1875, 
p. 118, note. 

§"the wages class receive a benefit from any increase of the product of in- 
dustry corresponding to that derived by the residuary legatee, whenever the total 
value of the estate concerned is ascertained to have been, or by some unantioi- 
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It is something akin to that "superabundance of proof" and 
that " vaulting ambition " in scientific analysis which Walker 
later found the defect of Carey's attack upon the Ricardiun 
law of rent * that vitiates his own theory of wages and mars 
an otherwise valuable and suggestive theory of distribution. 

IV. 

" There is presented to the student of to-day a more highly 
organized industrial system, and a more complicated process of 
apportioning the social income, than those that were observed 
by Adam Smith, David Ricardo and John Stuart Mill." t 
Written in 1888 in preface to preliminary studies of joint 
authorship, these words fairly suggest the ultimate endeavor 
of Professor John B. Clark, then already clearly conceived 
and since prosecuted with a vigor and a fruitfulness that have 
enriched economic science and brought distinction to Ameri- 
can scholarship. 

It is interesting to contrast the scientific purposes of Francis 
A. Walker and John B. Clark in this connection. Both for- 
mulated theories of distribution ; but the theories were 
conceived very differently, and each bears the imprint of its 
origin. Walker wrote in a spirit of reaction, with a spectral 
wage-fund still looming up before him, and with mind intent 
upon proving, above all things, that the laborer might make 
himself the direct beneficiary of industrial progress. In con- 
ception, as in content, Walker's theories of profit and distribu- 
tion were corollaries of his philosophy of wages. 

On the other hand, Clark's initial endeavor was a study of 
"the process by which the income of modern society is divided 
among its principal claimants " ; and his ultimate purpose was 
" a systematic restatement of the facts and laws of the 
Distribution of Wealth." $ To this larger task a theory 
of profit constituted the natural approach, not in conse- 

pated cause becomes, larger than was in contemplation of the testator when the 
amounts of several specific bequests were determined upon." " The Source of 
Business Profits, "in Quarterly Journal of Economics, April, 1887, p. 283. 

* Land and its Rent (Boston, 1883), p. 77. 

t Clark and Giddings, The Modern Distributive Process (Boston, 1888), iii. 

tlbid., p. iii. 
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quence of any peculiar interdependence of profit and 
wages, as Walker had insisted, but because of the indus- 
trial dominance of the entrepreneur and the signal inade- 
quacy of prevailing theories as to his reward. Entrepre- 
neur's gain was " the prize of the social contest," * and 
the mode of its award was still undetermined. 

To Clark as to Walker a signal defect of the Ricardian 
economics — made glaring in the light of American industrial 
conditions — was the failure to recognize the entrepreneur as 
a separate functionary in production, and entrepreneur's gain as 
a distinct share in distribution. But not content with the dif- 
ferentiation of the entrepreneur from the capitalist, Clark 
pushed his analysis further, and undertook to show that 
"the entrepreneur as such is a composite person," and that, 
" besides furnishing some capital, he still performs two 
unlike functions, and receives two distinct rewards."* The 
first of these is as an industrial organizer — the captain of 
industry of Walker's exposition — who " divides and sub- 
divides the labor of making a product, and assigns to each 
workman the part of the process to which he is adapted," 
who "guards against wastes, impels workers to effective 
effort, and co-ordinates their labors." f In this capacity he 
is a directive laborer whose compensation is merely a higher 
variety of wages, — the wage of directive labor. The second 
and more distinctive function of the entrepreneur might 
be described as mercantile rather than mechanical, growing 
out of the fact that "the employer buys out his partners 
in the productive operation," and " ends by becoming the 
owner of every element of the product." t In this ca- 
pacity he is a merchant, and "receives a margin of differ- 
ence between what he pays and what he gets." t 

These two functions of the entrepreneur are, however, ex- 
ercised alternately rather than co-ordinately; and with this 
distinction we come full face upon the characteristic features 
of Clark's theory of distribution, to which we now briefly 
turn.§ Submitting to a profound philosophical synthesis the 

* Clark and Giddings, The Modern Distributive Process (Boston, 1888), p. 35. 
t lb id. , p. 36. t Ibid. , p. 37. 

§ The Distribution of Wealth : A Theory of Wages, Interest, and Profits. New 
York and London, 1899. 
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various elements which the older economists sought to describe 
by the terms "natural," or "normal," and "market," Pro- 
fessor Clark has conceived two vivid pictures of industrial life 
and distinguished them as "static" and "dynamic" respec- 
tively. In the first regime, that of a static society, popula- 
tion, methods of production, forms of industrial establish- 
ments, and wants of consumers are stationary and changeless. 
The productive factors are labor, capital (including land), and 
directive skill. In the distribution of the product a single 
law of apportionment prevails, namely, marginal productivity. 
Wages, interest, and the wage-like compensation of directive 
skill correspond, respectively, to the productive contributions 
of these several factors. Static industry affords no occasion 
for exercise of the " mercantile " function of the entrepreneur, 
and yields no element of true entrepreneur's gain, or pure 
profit.* 

A static industrial society, so conceived, is, however, purely 
imaginary, or, if realized, is but momentary in duration. 
Dynamic influences — changing wants, mechanical improve- 
ments, increasing population, growth of capital, industrial reor- 
ganization — in ceaseless succession stir and agitate the real in- 
dustrial world. The corollaries of a static regime — " no varia- 
tion of actual prices from perfect competitive price ; no 
change in ideal competitive prices themselves ; no change in 
price-making conditions " f — disappear. Dynamic forces of 
disturbance and of friction produce incessant fluctuations of 
real or market, about theoretical or normal prices ; and the 
real problem of distribution seems to be an apportionment of 
dynamic, not of static, values. 

But the laws of static distribution are overlaid rather than 
overturned by dynamic forces. Slowly, but surely, competitive 
forces will award to the laborer as wages the product of 
marginal labor. Economic change and industrial readjust- 
ment may delay, but cannot prevent, capital from eventually 
receiving as interest, and directive labor as quasi-wages, shares 

* " Cost prices are, of course, no-profit prices. They afford, in the case of each 
article, enough to pay wages for the labor and interest on the capital that are 
used in making it ; but they give no net surplus to the entrepreneur as such." 
The Distribution of Wealth, pp. 78-79. 

Moid., p. 81. 
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of the product equivalent to their respective marginal con- 
tributions. Gradually, the disturbance subsides, static influ- 
ences reassert themselves, market fluctuations decline, and 
normal standards emerge. 

It is in this interval of transition, temporary or recurrent, 
that the second, or "mercantile," function of the entrepreneur 
has play. Market prices are carried now above, now below, 
normal or cost prices. The entrepreneur in his capacity as 
merchant assumes the variation; and the margin of difference 
constitutes the real share of the product, — pure profit or 
loss. 

There is, however, a sharp distinction in mode of determina- 
tion between the mercantile element of the entrepreneur's re- 
ward, or pure profits, and every other share in distribution. 
In the case of every other claimant the common law which 
obtains is that "competition forces the user of any productive 
agent to give to the owner of it the amount that it brings into 
existence. What it earns for its owner is determined directly, 
not residually." * In the case of the distinctive compensation 
of the entrepreneur the principle which prevails is residual 
determination : | — 

The reward of the entrepreneur in his capacity as owner of a 
product comes to him, as rain from the clouds, through the action of 
forces lying beyond the range of his dominant influence. He has 
nothing to do but receive it. He must accept what comes into his 
treasury, and submit to what goes out of it ; the difference which is 
pure profit or loss, is fixed without appeal. 

or, more briefly : | — 

Entrepreneurs' profit and residual income are synonymous 
terms. 

The careful student turns from Professor Clark's pages with 
a profound sense of scientific progress. Much that was dark is 
illumined, more that was entangled has been simplified, through- 
out there is suggestion and stimulus. Only one-half of the 
course lias, however, been traversed ; and the theory of dynamic 

* The Distribution of Wealth, p. 345. 
t The Distributive Process, p. 40. 
t The Distribution of Wealth, p. 204. 
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economics lies before us but in outline. To that extent any 
criticism of its essential features is handicapped. It is conceiv- 
able that the fuller exposition which all students of economic 
theory eagerly await will bring conviction. But, with the evi- 
dence now at hand, the use of the residual principle in lieu of 
an independent or co-ordinate theory in determining the share 
of the entrepreneur as such seems regrettable. 

The distinctive function of the entrepreneur — the mercantile 
activity which finds scope only under dynamic conditions — 
rests upon positive qualifications, and is exercised with more or 
less success according to the degree in which these qualifica- 
tions are possessed. Pure profit consists in the excess of a 
fluctuating market price above the gross expenses of produc- 
tion. It will be great or small according to the success or 
failure of the entrepreneur in anticipating dynamic changes 
and in adjusting his operations accordingly. This anticipa- 
tion and adjustment may range from a reasoned foresight to 
little better than a fortunate guess. Plere an entrepreneur 
scales down his wage-list a little earlier or delays granting an 
unavoidable increase a little longer than his competitors. 
Here superior shrewdness or acumen secures, even though for 
a brief interval, more favorable credit relations, or trims a 
prompter course in avoiding the pinch and in profiting by the 
plethora of capital. Here a keener captain of industry outstrips 
his rivals in introducing an improved method of production or 
in establishing a more efficient form of organization. Here a 
producer is successful above his fellows in anticipating changes 
in consumers' wants. Pure profit may be "the prize of the 
social contest"; but the award is not by blind chance nor by 
uncontrollable circumstance, but a definite return for positive 
service. The same law of distribution — marginal productiv- 
ity — which prevails with respect to the other claimants is 
applicable in the case of the entrepreneur as such. He will 
receive that portion of the product-value imputable to his dis- 
tinctive contribution, — shrewdness, foresight, daring, even ex- 
ploitative power. His share, like every other claimant's, is 
capable of independent determination and by the use of the 
same principle. It is residual only in the same sense as is 
every other claimant's, namely, that it may be estimated as that 
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part of the product left after the assignment of all the other 
shares by positive determination. 

Standing in the whirl of modern industrial life, with the 
entrepreneur dominant as never before in the economic process, 
now reaping fabulous gains, now suffering ruinous losses, a 
residual theory of profit is a natural phase of economic analysis. 
When the vista shall have lengthened somewhat, and the 
essential principles of present-day production, now lost in the 
nearness of detail, shall have become visible, it is perhaps 
not too much to hope that a profit-residual theory will be rele- 
gated to the same limbo to which a rent-residual theory, an 
interest-residual theory, and a wage-residual theory have 
already been consigned. 

V. 

Viewed as independent analyses or disassociated from his- 
torical setting, the several phases of the residual claimant 
theory appear as inexplicable lapses of scientific inquiry. Ex- 
amined in the light of theoretical context and studied in 
connection with practical conditions, the successive aspects of 
the theory become intelligible as the interpretation, graphic, 
though not ultimate, of contemporary industrial life. 

The physiocratic theory of distribution reflected the eco- 
nomic organization of France of the middle eighteenth century. 
A dominant land-owning class and a rack-rented tenantry 
found theoretical expression in a rent-residual formula. When 
two generations later the problem of distribution became 
again, in the hands of the Ricardians, the prime concern of 
economic inquiry, the leadership had passed from the landlord 
to the capitalist employer. With the landlord and the laborer 
receiving predetermined, contractual amounts, and the capi- 
talist employer in possession of the remainder, economic analy- 
sis naturally enough sought independent theories of rent and 
wages, and rested content with a residual theory of interest. 

The wage theory of the classical political economy was, how- 
ever, distinctly relative to the period and place in which it 
was formulated ; and the attempt to apply its rigid corollaries 
to radically different conditions led to refutation and reaction. 
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Francis A. Walker began by demonstrating that the laborer 
could not be deprived, if he so willed, of the fruit of his own 
increased efficiency, and ended by asserting, in the form of a 
residual theory of wages, that the laborer tended to receive, in 
the distribution of the product, the benefit of all industrial 
advance. 

Finally, in the writings of Professor John B. Clark are re- 
flected that industrial dominance of the entrepreneur and that 
co-ordination of theories of distribution which characterize 
contemporary economic life and thought. A single distribu- 
tive principle is recognized in normal industry ; but, in so far 
as dynamic changes put the entrepreneur in possession of tem- 
porary gains, a residual principle is operative. 

It thus appears that one last step remains to be taken before 
economic theory will have completed a full circle in its devel- 
opment. Landlord, capitalist, laborer, and entrepreneur have 
each in turn been elevated to the position of residuary legatee ; 
and landlord, capitalist, and laborer have in turn been reduced 
to the status of co-ordinate claimant. The entrepreneur is 
now in possession. But, if the progress of economic thought 
affords any instruction, surely the conjecture may be hazarded 
that his tenure is limited, and that the theory of profit will 
eventually be co-ordinated with the general principle of distri- 
bution to which it now forms a nominal but illogical exception. 

Jacob H. Hollander. 
Johns Hopkins University. 



